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Recapture in like-kind exchanges*
by Neil Harl, Charles F. Curtiss Distinguished Professor in Agriculture and 
Emeritus Professor of Economics, Iowa State University, Ames, Iowa. Member of 
the Iowa Bar, 515-294-6354, harl@iastate.edu
The increased use of like-kind exchanges with real estate in recent years, cou-
pled with the long-standing heavy 
usage of like-kind exchanges with 
tangible personal property has 
focused a great deal of attention 
on such exchanges.  One area that 
requires special care and handling 
is the potential for recapture of 
depreciation under I.R.C. §§ 1245 
and 1250 in an otherwise tax-free, 
like-kind exchange.
Like-kind exchanges of real 
property
Because real property exchanges 
can be like-kind even if one tract 
is bare land, completely undevel-
oped, and the other tract is heav-
ily developed with both Section 
1250 property and Section 1245 
property involved, the recapture 
problems are more likely to arise 
with real property exchanges.  
That is because improved real 
estate qualiﬁ es as like-kind to 
unimproved real estate, urban 
real estate (improved or unim-
proved) can be exchanged for 
a ranch or farm, a conservation 
easement can be exchanged for 
a fee simple interest in different 
farmland, and an exchange of 
water rights in perpetuity (con-
sidered real property under state 
law) for a fee simple interest in 
land is like-kind.  The fact that all 
of these are like-kind exchanges 
has lured some property owners 
into believing that such exchanges 
are completely tax-free.  That 
overlooks, however, the possibil-
ity of recapture of depreciation in 
connection with what are clearly 
like-kind exchanges.
Section 1245 recapture
Section 1245 property is often 
part of a like-kind exchange on 
one or both of the properties in-
volved.  That involves depreciable 
personal property (such as ma-
chinery and equipment) as well 
as the “other property” branch of 
I.R.C. § 1245 which includes tan-
gible property (but not a building 
or structural components) used in 
conjunction with manufacturing, 
production (including farm and 
ranch production) or extraction 
plus various utility-type services.    
The latter includes fences, tile 
lines, feeding ﬂ oors and grain 
bins, for example.
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Re-capture in like-kind exchanges, continued from page 1
If Section 1245 property is disposed of in a like-kind 
exchange, Section 1245 recapture must be recog-
nized to the extent of the amount of gain recognized 
on the exchange plus the fair market value of the 
property acquired that is not Section 1245 prop-
erty.  Thus, in an exchange of improved for unim-
proved land where part or all of the improvements 
are Section 1245 property, the exchange is likely to 
lead to recapture consequences for the transferor of 
the improved property. The Form 8824, Like-Kind 
Exchanges, in line 21 reminds taxpayers of the pos-
sibility of recapture.
If property is acquired in a like-kind exchange, the 
income tax basis is the same as the basis of the prop-
erty exchanged, decreased by money received by the 
taxpayer and increased by the gain (or decreased by 
the loss) on the exchange.
Example:  a taxpayer exchanges, in a like-kind ex-
change, property A, which is Section 1245 property 
with an adjusted basis of $100,000, for property B 
which has a fair market value of $90,000 and prop-
erty C which has a fair market value of $35,000.  
Upon the exchange, $25,000 of gain is recognized 
since property C is not Section 1245 property.  The 
basis of the properties received in the exchange is 
$125,000 (the basis of the property transferred, 
$100,000, plus the amount of gain recognized, 
$25,000), of which the amount allocated to property 
C is $35,000 (the fair market value) and the residue 
of $90,000 is allocated to property B.
Section 1250 property
If any real property (other than Section 1245 prop-
erty) which is of a character subject to an allowance 
for depreciation (such as a farm shop, machinery 
storage or general purpose sheds or barns) is trans-
ferred in a like-kind exchange, the amount of gain 
taken into account as recapture income does not 
exceed the greater of the gain recognized on the 
exchange on the disposition or the excess, if any, 
of the gain reported as ordinary income because of 
additional depreciation had the property been sold 
over the fair market value of the Section 1250 prop-
erty acquired in the transaction.
In the case of Section 1250 property, the recapture 
of depreciation is partially or fully deferred until 
there is a disposition of the acquired property.
As for basis adjustment, the basis of property re-
ceived is the basis of the exchanged Section 1250 
property—
(1) decreased by the amount of any money received 
that was not spent acquiring similar property, 
(2) increased by the amount of gain recognized and 
(3) decreased by the amount of loss recognized.  
If more than one item of property of each type is 
received, the total basis is allocated to the individual 
items of property.
In conclusion
As part of the checklist of factors to consider in a 
like-kind exchange, it is important to consider the 
possibilities for I.R.C. § 1245 or I.R.C. § 1250 re-
capture.  In some exchanges, the recapture amount 
can be signiﬁ cant.
* Reprinted with permission from the December 21, 2004 
issue of Agricultural Law Digest, Agricultural Law Press Publi-
cations, Eugene, Oregon. Footnotes not included.
